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DEPARTMENT OF THE TREASURY

WASHINGTON, D.C.

SECRETARY OFTHETREASURY March 13, 2008

MEMORANDUM FOR THE PRESIDENT

FROM: Henry M. Paulson, Jr./
SUBJECT: President�s Working Group on Financial Markets Policy Statement

Last August, you called on the President�s Working Group on Financial Markets (PWG) to

review the underlying causes of developing financial market tunnoil. I am pleased to transmit to

you the policy statement of the PWG, which is led by me as the Secretary of the Treasury and

includes the chairmen of the Federal Reserve Board, the Securities and Exchange Commission,
and the Commodity Futures Trading Commission.

The PWG, working with the Office of the Comptroller of the Currency and the Federal Reserve

Bank ofNew York, issued the statement to present the Group�s findings on the causes of recent

market turmoil and recommend changes to help avoid a repeat of recent events.

Obviously, market turmoil is still playing out, and all market participants and policy makers are

deeply engaged in addressing the current situation. We must implement these recommendations

with an eye toward not creating a burden that exacerbates today�s market stresses.

We will monitor and report back to you on the implementation of these recommendations. In

addition, we will make further recommendations later this year if we do not see the progress we

are seeking.

Our objectives � which we believe these recommendations will achieve � are improved
transparency and disclosure, better risk awareness and management, and stronger oversight.
Collectively, these recommendations will mitigate systemic risk, help restore investor

confidence, and facilitate economic growth.



Since mid-2007, financial markets have been in turmoil. Soaring delinquencies on U.S.

subprime mortgages were the primary trigger of recent events. However, that initial shock both

uncovered and exacerbated other weaknesses in the global financial system. Because financial

markets are interconnected, both across asset classes and countries, the impact has been

widespread. Global capital markets must function smoothly and effectively for economies to

achieve sustainable growth. It is therefore in the interests of both policy makers and market

participants to identify the causes of the market turmoil and to take the steps necessary to

mitigate systemic risk, restore investor confidence, and facilitate stable economic growth.

The President�s Working Group on Financial Markets (PWG) has undertaken a thorough
analysis of the underlying factors contributing to the recent and on-going market stress. This

analysis has been conducted to identify the weaknesses in global markets, institutions, and

regulatory policies that triggered, amplified, or failed to mitigate the stress. On the basis of this

analysis, the PWG has developed a comprehensive, set of recommendations to address those

weaknesses. This statement summarizes that analysis and sets out recommendations. It is

comprised of three sections: a diagnosis and summary of recommendations; a review of factors

contributing to the market turmoil; and a fuller discussion of policy issues and recommendations.

I. Dia~�nosis and Summary ofRecommendations

Diagnosis

The global market turmoil has not yet abated, so any diagnosis is necessarily incomplete.
Nonetheless, it seems clear from experience to date that the principal underlying causes of the

turmoil in financial markets were:

� a breakdown in underwriting standards for subprime mortgages;
� a significant erosion of market discipline by those involved in the securitization

process, including originators, underwriters, credit rating agencies, and global
investors, related in part to failures to provide or obtain adequate risk disclosures;

� flaws in credit rating agencies� assessments of subprime residential mortgage-
backed securities (RMBS) and other complex structured credit products,
especially collateralized debt obligations (CDOs) that held RMBS and other asset-

backed securities (CDOs of ABS);
� risk management weaknesses at some large U.S. and European financial

institutions; and

� regulatory policies, including capital and disclosure� requirements, that failed to

mitigate risk management weaknesses.

The turmoil in financial markets clearly was triggered by a dramatic weakening of
underwriting standardsfor US. subprime mortgages, beginning in late 2004 and extending into

early 2007. But the loosening of credit standards and terms in the subprime market was

symptomatic of a much broader erosion of market discipline on the standards and terms of loans
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In this document disclosure requirements refer to the requirements of prudential regulators of financial institutions

rather than to the Securities and Exchange Commission�s (SEC) disclosure regulations and requirements applicable
to U.S. public companies.
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